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Danger Zone: Post Holdings (POST)

Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and Marketwatch.com

Many of our recent Danger Zone reports have focused on similar themes. This is not by design, but when you
see lots of companies with serious issues and overvalued stocks, you call a spade a spade. Those who follow
our Danger Zone picks know that our performance speaks for itself.

This week’s Danger Zone focuses on another food products business, similar to recent Danger Zone stocks
WhiteWave (WWAV) and Snyder's-Lance (LNCE). Large destruction of shareholder value, skyrocketing debt
levels, and insufficient returns on invested capital (ROIC) play a part in Post Holdings (POST: $67/share) landing
in the Danger Zone this week.

Post’s Revenue Growth Creates No Value

Since the 2012 spin-off from Ralcorp, Post has exhibited strong revenue growth to the tune of 69% compounded
annually. Unfortunately, this revenue growth has come at the expense of economic earnings, the true cash flows
available to equity investors. Post’'s economic earnings have declined from -$72 million in 2012 to -$276 million
in 2015.

Figure 1: The Disconnect Between Revenue & Economic Earnings

Post's Revenue vs. Economic Earnings
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Post’s rapid revenue growth has come via a series of acquisitions that boosted its reach beyond cereal to egg,
dairy, protein shakes/bars, and snack nut products. These acquisitions also boosted the firm’s balance sheet.
Profits, however, have seen a decline, not a boost.

From 2012-2015, Post’s invested capital has grown from $2.6 billion to $8.4 billion, or 47% compounded
annually. Debt has grown from $1 billion to $4.6 billion, or 67% compounded annually over this same time. All
the acquisition activity has done nothing to improve return on invested capital (ROIC), a bottom quintile 4%
ROIC, which is below the company’s weighted average cost of capital (WACC) of 6.7%. It has hurt NOPAT
margins, which have fallen from 10% in 2012 to 5% in 2015.

What happens when you acquire a bunch of companies but do not increase profits? You bleed -$5.3 billion
(126% of market value) in free cash flow (from 2012-2015).

Post Lacks Competitor’s Profitability

Post’'s 4% ROIC should concern investors. Unlike WhiteWave, which operates in the smaller, organic/natural
food market, Post operates in the larger, general food and snack market. We think competition is more intense in
the general snack and food market, which makes it harder for Post to compete on price. Out of the 120
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Consumer Staples companies under coverage, only 19 (16% of sector) have a lower ROIC. With an already low
ROIC, we find it hard to see how Post can improve margins and begin creating true shareholder value.

Figure 2: Post’s Lagging Profitability Creates Issues

‘ Return On Invested

COZEY Capital (ROIC)
PepsiCo PEP 10%
General Mills GIS 9%
ConAgra Foods CAG 8%
Diamond Foods DMND 7%
Mondelez International MDLZ 6%
Kellogg Company K 5%
Post Holdings POST 4%

Sources: New Constructs, LLC and company filings

Bull Case Implies “More of the Same”

Bulls of POST will point to the stock price, which is up 143% since 2012, as proof that the current strategy is
working. Looking forward, these bulls would argue that management can simply continue executing the same
plan and deliver the same results. Unfortunately, more of the same would imply significant shareholder dilution,
as shares outstanding have doubled since 2012 while debt obligations have more than quadrupled to fund -$5.3
billion in free cash flow over the past few years. If Post is operating such a successful business model, why
would they require such significant outside capital year in and year out?

Even if Post were to change strategy and start creating true shareholder value, we do not see any upside in the
stock because such a turnaround is already baked into the stock.

POST Is Overvalued, Even With Acquisition Premium

Prior to running Post, CEO William Stiritz executed the sale of RalCorp (which Post was spun out of) to ConAgra
in 2012. Could management be hoping for a similar result with Post Holdings? If so, its actions are only making
the company more unattractive to a potential buyer. In fact, Post has large hidden liabilities that make it more
expensive than the accounting numbers suggest.

1. $800 million in net deferred tax liabilities (19% of market cap)
2. $126 million in underfunded pensions (3% of market cap)
3. $100 million in outstanding employee stock options ( 2% of market cap)

Looking past these hidden liabilities, Post doesn’t represent an attractive takeover target. For the sake of
argument, let's assume ConAgra wishes to acquire Post. If we assume that POST immediately achieves
ConAgra’s margins and ROIC, Post would still have to grow NOPAT by 24% compounded annually for five years
to justify purchase at its current stock price. While this scenario may not seem impossible, a more realistic price
ConAgra should pay is $40/share (40% downside from current share price), which is the value of Post’s business
based on the value of the firm if it achieves ConAgra’s 10% NOPAT margin in year one of the acquisition.

On its own, if Post can grow NOPAT by 15% compounded annually for the next decade, the stock is worth only
$13/share today — an 80% downside.

Write-Downs Could Bring POST Down

Throughout its acquisition spree, Post has been accumulating goodwill and other intangibles. In 2015, goodwill
and other intangibles made up 65% of total assets. In our prior research, we have found that bigger acquisitions
directly lead to impairments. Why would this goodwill and potential impairment matter to investors? Big
acquisitions artificially inflate book value and accounting earnings, which leads to a disconnect between market
valuations and economic book value. During a bullish market, this artificial value can be upheld, but when
markets turn bearish (much like they have in 2016) we see that goodwill wiped off the books in a dramatic
manner and a reconciliation between cash flows and valuation.
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While we can't predict exactly when Post shares are brought back down to reality, we can look to previous
Danger Zone stocks WhiteWave and Lance as prime examples of how damaging this decline can be. Since our
reports, WhiteWave is down 11% and Lance is down 18% compared to a decline of 5% and 7% of the S&P
respectively since these articles were published.

Insider Sales and Short Interest Remain Low

Over the past 12 months 857,000 shares have been purchased and 29,000 million shares have been sold for a
net effect of 828,000 million insider shares purchased. These purchases represent 1% of shares outstanding.
Additionally, there are 5.9 million shares sold short, or 9% of shares outstanding.

Executive Compensation Not Aligned With Shareholders’ Interests

Post’s executive compensation plan fails to focus on any metrics that drive shareholder value. Annual executive
bonuses are tied to the performance metrics adjusted EBITDA and adjusted free cash flow. Adjusted EBITDA
removes a litany of real business expenses including stock based compensation, restructuring and plant closure
costs, integration costs, and acquisition costs. Similarly, adjusted free cash flow is calculated by removing capital
expenditures related to acquisitions from adjusted EBITDA. These non-GAAP metrics, and the many items
removed from them allow management extreme leeway to meet their intended targets and ensure they receive
their bonuses.

This isn’t the first time we’ve seen Danger Zone companies align management's interest with non-GAAP metrics.
In other instances, the results of this misalignment aren’t pretty. Demandware is down 59%, Groupon is down
52%, and Marketo is down 50% since being placed in the Danger Zone. Each of these firms chose to strive for
non-GAAP goals while ignoring true value creation. Investors would be better suited if executives used ROIC to
determine executive pay because ROIC is directly correlated with creating shareholder value.

Impact of Footnotes Adjustments and Forensic Accounting

In order to derive the true recurring cash flows, an accurate invested capital, and a real shareholder value, we
made the following adjustments to Post’'s 2015 10-K:

Income Statement: we made $665 million of adjustments with a net effect of removing $373 million in non-
operating expenses (8% of revenue). We removed $519 million related to non-operating expenses, and $146
million related to non-operating income.

Balance Sheet: we made $2.1 billion of adjustments to calculate invested capital with a net decrease of $691
million. The most notable adjustment was $713 million (8% of net assets) related to midyear acquisitions.

Valuation: we made $6.2 billion of shareholder value adjustments with a net decrease of $5 billion. The largest
adjustment was the removal of $4.6 billion (109% of market cap) in total debt, which includes $52 million in off
balance sheet operating leases.

Dangerous Funds That Hold POST

The following fund receives our Dangerous rating and allocates significantly to Post Holdings.

1. Gabelli Focus Five Fund (GWSIX) — 2.8% allocation and Very Dangerous rating.
2. Diamond Hill Small-Mid Cap Fund (DHMAX) — 2.5% allocation and Dangerous rating.

Disclosure: David Trainer and Kyle Guske Il receive no compensation to write about any specific stock, style, or
theme.
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New Constructs® — Profile

How New Constructs Creates Value for Clients

We find it. You benefit. Cutting-edge technology enables us to scale our forensic accounting
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients
can make safer, more informed decisions.

Our stock rating methodology instantly informs you of the quality of the business and the fairness of
the stock’s valuation. We do the diligence on earnings quality and valuation so you don't have to.

In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF,
and mutual fund according to what we believe are the 5 most important criteria for assessing the
guality of an equity. Each grade reflects the balance of potential risk and reward of buying that
equity. Our analysis results in the 5 ratings described below. Very Attractive and
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell"
rating, while Neutral corresponds to a "Hold" rating.

QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors
rely on backward-looking price trends?
ANSWER: They should not.

Don't judge a fund by its cover. Take a look inside at its holdings and understand the quality of
earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.

The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings
of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not
perform any investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New
Constructs issues a report on that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any
such investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of
any recipient of this report.

New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to
making any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New
Constructs.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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